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Trading and Capital-Markets Activities Manual
Supplement 3—April 2000

Capital Adequacy

A subsection on the capital treatment of syn-
thetic collateralized loan obligations (CLOs) has
been added to section 2110.1, ‘‘Capital
Adequacy.’’ The use of credit derivatives to
synthetically replicate CLOs has raised ques-
tions about how to calculate their leverage and
risk-based capital ratios. The new material dis-
cusses supervisory and examination consider-
ations for three types of synthetic CLO transac-
tions in banking organizations: (1) the entire
notional amount of the reference portfolio is
hedged, (2) a high-quality senior risk position in
the reference portfolio is retained, and (3) a
first-loss position is retained.

Accounting

‘‘Accounting,’’ section 2120.1, was revised in the
‘‘Netting or Offsetting Assets and Liabilities’’
subsection to clarify the conditions necessary
for a master netting arrangement to exist and to
add information from the Financial Accounting
Standards Board’s Interpretation 41. A new
subsection also provides guidance on account-
ing for derivative instruments under FASB State-
ment of Financial Accounting Standard No. 133
(SFAS 133), which is effective for fiscal years
beginning after June 15, 2000. SFAS 133
requires banking organizations to recognize all
derivatives on their balance sheets as assets or
liabilities, and to report them at their fair value.
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Trading and Capital-Markets Activities Manual
Supplement 2—September 1999

Nature of Changes

This supplement reflects new or revised statu-
tory and regulatory provisions and new or revised
supervisory instructions or guidance issued by
the Division of Banking Supervision and Regu-
lation since the publication of the March 1999
supplement.

Counterparty Credit Risk

Section 2020.1, ‘‘Counterparty Credit Risk and
Presettlement Risk,’’ has been revised to add a
list of conditions examiners should use when
evaluating credit-risk management in banking
institutions, as provided in SR-99-3 (February 1,
1999). The guidance on collateral arrangements
has been expanded to incorporate recent recom-
mendations from the central banks of the Group
of Ten countries on over-the-counter derivatives
settlement procedures, as well as market-practice
recommendations from the 1999 collateral
review by the International Swaps and Deriva-
tives Association. The examination objectives,
examination procedures, and internal control
questionnaire (sections 2020.2, 2020.3, and
2020.4, respectively) have also been updated.

Capital Adequacy

A new subsection on assessing capital adequacy
at large, complex banking organizations has
been added to section 2110.1, ‘‘Capital
Adequacy.’’ The new guidance outlines the fun-
damental elements of a sound internal analysis
of capital adequacy, describes the risks that
should be addressed in this analysis, and dis-
cusses the examiner’s review of an institution’s
capital adequacy analysis. Other revisions were
made to expand the guidance on market-risk
measure, including the use of internal models
and qualitative and quantitative requirements for
market-risk management.

Accounting

In section 2120.1, ‘‘Accounting,’’ the description
of the Statement of Financial Accounting Stan-
dard No. 133, ‘‘Accounting for Derivative
Instruments and Hedging Activities,’’ has been
updated. The Financial Accounting Standards
Board has delayed the statement’s effective date
to fiscal years beginning after June 15, 1999.

A reference to an outdated Federal Reserve
policy statement on securities activities has been
removed. The appendix on financial-statement
disclosures, section 2120.5, has also been
updated.

Filing Instructions
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2000
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1–8 1–8
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This supplement reflects new or revised statu-
tory and regulatory provisions and new or revised
supervisory instructions or guidance issued by

the Division of Banking Supervision and Regu-
lation since the publication of the manual in
February 1998.

LIST OF CHANGES

Counterparty Credit Risk

Section 2020.1, Counterparty Credit Risk and
Presettlement Risk, has been revised to incorpo-
rate the supervisory guidance on counterparty
credit risk management provided in SR-99-3
(February 1, 1999). Specific guidance on the
calculation of potential future exposure, exposure-
monitoring and limit systems, the importance of
stress testing and scenario analysis, and the
interrelationship between credit and market risk,
is included. Additional guidance on credit
enhancements, including collateral, close-out
provisions, and margining requirements, is pro-
vided. The section discusses in detail the need
for robust counterparty credit risk management
policies and internal controls to ensure that
existing practice conforms to stated policies.
The unique risks posed by institutional investors
and hedge funds are detailed in a separate
subsection, which includes a discussion of the
January 1999 report of the Basle Committee on
Banking Supervision on the risks posed by
hedge funds to creditors and the accompanying
sound practices standards for interactions with
hedge funds. The examination objectives,
examination procedures, and internal control
questionnaire (sections 2020.2, 2020.3, and
2020.4, respectively) have also been updated.

In section 2021.1, Counterpary Credit Risk and
Settlement Risk, a discussion of the Board’s
June 1998 Policy Statement on Privately Oper-
ated Multilateral Settlement Systems provides
guidance on the additional settlement risks posed
by these systems.

Legal Risk

Section 2070.1, Legal Risk, has been updated to
include a discussion on the importance of prop-
erly and accurately defining the trigger events
that provide for payments between counterpar-
ties, in light of experiences during the market

disruptions of 1998. A subsection on nondeliv-
erable forwards and the need for explicit docu-
mentation of these contracts is also added. The
examination objectives and examination proce-
dures (sections 2070.2 and 2070.3, respectively)
have been updated.

Capital Adequacy

Section 2110.1, Capital Adequacy, has been
updated to reflect regulatory changes to the
definition of tier 1 and tier 2 capital and to
include a revised discussion of the regulatory
treatment of credit derivatives.

Accounting

In section 2120.1, Accounting, a brief descrip-
tion of the Statement of Financial Accounting
Standards No. 133 (SFAS 133) for derivatives
has been added. SFAS 133 is effective for fiscal
years beginning after June 15, 1999, with an
effective date of January 1, 2000, for most
banks. The description of SFAS 133 will be
expanded in subsequent revisions to the manual.

Securities

Section 3000.1, Investment Securities and End-
User Activities, has been revised to reflect the
Policy Statement on Investment Securities and
End-User Derivatives Activities, published by
the Federal Financial Institutions Examination
Council, and the recission of the high-risk test
for mortgage-derivative products.

Interest-Rate Risk

In section 3010.1, Interest-Rate Risk Manage-
ment, a discussion of an examination scope for
noncomplex institutions has been revised to
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delete specific criteria previously used to iden-
tify institutions in which only baseline exami-
nation procedures were necessary. The revised
focus is on the overall risk profile of the indi-
vidual institution in lieu of dependence on strict
quantitative criteria.

Collateralized Loan Obligations

A new product profile on collateralized loan

obligations (CLOs) has been added as section
4353.1. CLOs are securitizations of portfolios of
commercial and industrial loans through a
bankruptcy-remote special-purpose vehicle that
issues asset-backed securities in one or more
classes (or tranches). Alternatively, CLOs may
be synthetically created through the use of credit
derivatives.
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Preface

USING THIS MANUAL

This manual seeks to provide the examiner with
guidance for reviewing capital-markets and trad-
ing activities at all types and sizes of financial
institutions. The manual will be updated peri-
odically as products and activities evolve.

The manual codifies current procedures used
in the review of capital-markets and trading
activities. It discusses the risks involved in
various activities, risk-management and
-measurement techniques, appropriate internal
controls, and the examination process from the
following perspectives:

• Global applicability. The manual is not di-
rected at trading at any one type of institution
(commercial bank, branch/agency, other) but
is meant to apply to capital-markets and
trading activities at all financial institutions to
be examined.

• Portfolio. The manual attempts to broaden our
review of trading operations from a product-
by-product approach to a portfolio and
functional-activity approach. This method bet-
ter reflects the multiple uses of financial
instruments by institutions, their relationship
to other instruments and activities on or off the
balance sheet, and attendant correlations.

• Types of risk.The manual identifies the range
of risks—market, credit, liquidity, opera-
tional, legal, and other risks—relevant to the
review of capital-markets and trading activi-
ties, and discusses their management on a
functional and legal-entity basis.

The manual is divided into four basic sec-
tions. The first section consists of broad intro-
ductory remarks regarding the examination of
most capital-markets and trading activities,
including important considerations in preparing
for the examination and review of capital-
markets activities. It also discusses the impor-
tance of examiner review of the management
organization of the activity to be examined.

The second section presents supervisory guid-
ance regarding trading and dealer operations at
banking organizations and specifically details
certain aspects of the examination process for
these operations. In general, the discussion of
each topic has the following four subsections:

• discussion of the general topic

• examination objectives
• examination procedures
• internal control questionnaire

The focus of the examination objectives,
examination procedures, and internal control
questionnaires is to provide examiners with a
practical guide to examining the core areas of
any trading operation. Examination objectives
describe the goals that should be of primary
interest to the examiner and determine the scope
of the examination for the specific area of
interest. The examination procedures include
procedures to be performed during a compre-
hensive examination. In some instances, not all
the procedures may apply to all financial insti-
tutions. Thus, examiners have the flexibility,
depending on the characteristics of the particular
institution under examination, to determine the
examination scope and procedures. The materi-
ality and significance of a given area of opera-
tions are an examiner’s primary considerations
when deciding the scope of the examination
and the procedures to be performed. Examiner
flexibility results in examinations tailored to
the operations of the banking institution. After
determining the proper objectives and pro-
cedures, the examiner will have an organized
approach to examining the institution’s trading
processes. Core topics include the following:

• market risk
• credit risk
• settlement risk
• liquidity risk
• operations and systems risk
• legal risk
• financial performance
• capital adequacy of trading activities
• accounting
• regulatory reporting
• regulatory compliance
• ethics

The third section of this manual offers super-
visory guidance regarding various banking
activities and functions that are not trading-
related but are directly linked with capital-
markets and Treasury operations. While tar-
geted primarily at larger institutions, the general
principles identified in this section are applica-
ble to activities at institutions of all sizes. This
section presents the latest Federal Reserve
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supervisory guidance on issues such as interest-
rate risk management within the banking book,
securitization and secondary-market credit
activities, securities and end-user derivative
activities, and other topics. In some cases, the
guidance consists of Federal Reserve super-
vision and regulation (SR) letters on specific
topics. In others, formal examination-manual
treatments are presented that include exam pro-
cedures and internal control questionnaires.

The fourth section of this manual presents
profiles of specific financial instruments com-
monly encountered in capital-markets and trad-
ing activities. An examiner’s understanding of
these instruments is crucial to successful imple-
mentation of a capital-markets examination.
While the write-ups are not intended to provide
in-depth and fully comprehensive coverage of
each instrument, they do present basic instru-
ment characteristics and examination consider-
ations. In general, each instrument profile con-
tains discussions in the following areas:

• general description
• characteristics and features
• uses
• description of the instrument’s market
• pricing conventions
• hedging issues
• discussion of the risks involved
• accounting treatment
• risk-based capital considerations
• bank-eligibility requirements
• references for further information

When assigned to review a particular product,
the examiner should first review the appropriate
instrument profile to become familiar with the
characteristics of and the marketplace for the
product. The examination objectives, examina-
tion procedures, and internal control question-
naires will often be applicable across any num-
ber of instruments and products. Therefore,
coordination with examiners who are reviewing
other products is essential.

Preface
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